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Why Opportunity Zones and why now?  

Prosperous 

Prosperous 

Distressed 

52 million Americans (1 in 6) live  
in economically distressed communities. 

Source: EIG’s “Distressed Communities Index” 

Over 550,000 

Marylanders live in 

distressed  

zip codes.  



National job and business growth fails to reach  
most distressed zip codes. 

• More than half of the country’s distressed zip codes contained fewer jobs and places of business in 2015 than they 
had in 2000.  
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Source: EIG’s “Escape Velocity” zip code level data 

Change in employment from 2000 to 2015 by 
quintile 

Cumulative change in employment by quintile 



The same holds true in Maryland. 
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Source: EIG’s “Escape Velocity” zip code level data 

Cumulative change in 
employment by quintile 

Cumulative change in establishments 
by quintile 
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At the same time, the country is facing a related crisis  
in entrepreneurship and new business formation. 

• The U.S. is missing about 100,000 startups a year right now, and entrepreneurial activity has dried up fastest in 
places that can least afford it.  
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Rate of new firm formation 

Maryland produced more 

than 3,000 fewer new 

firms in 2014, the latest 

year for which data is 

available, than in 2006, 

prior to the crisis. 

0%

3%

6%

9%

12%

15%

1
9
8
0

1
9
8
1

1
9
8
2

1
9
8
3

1
9
8
4

1
9
8
5

1
9
8
6

1
9
8
7

1
9
8
8

1
9
8
9

1
9
9
0

1
9
9
1

1
9
9
2

1
9
9
3

1
9
9
4

1
9
9
5

1
9
9
6

1
9
9
7

1
9
9
8

1
9
9
9

2
0
0
0

2
0
0
1

2
0
0
2

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

2
0
0
9

2
0
1
0

2
0
1
1

2
0
1
2

2
0
1
3

2
0
1
4

Maryland Total U.S.

Sources: EIG’s “Index of State Dynamism” and U.S. Census Bureau Business Dynamics Statistics 



7 

Nearly one out of every four community 
banks  

has disappeared since 2008 

In real terms,  
small business lending remains down by a 

quarter 
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75% of all venture capital concentrates  
in three states 
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Sources: FDIC and National Venture Capital Association 

Uneven access to capital is now a threshold issue  
for addressing business formation in America. 

75%  



Opportunity Zones are an innovative, flexible, and bipartisan solution for catalyzing private sector-
led economic growth. 
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Opportunity Zones were established by 
Congress in the Tax Cuts and Jobs Act of 
2017. 
 
The new provision is based on the bipartisan 
Investing in Opportunity Act, which was 
championed by Senators Tim Scott (R-SC) 
and Cory Booker (D-NJ) and 
Representatives Pat Tiberi (R-OH) and Ron 
Kind (D-WI) and attracted more than 100 
bipartisan cosponsors. 
 
EIG originally developed the concept in a 
2015 working paper authored by Jared 
Bernstein and Kevin Hassett. 



Opportunity Zones will help connect low-income communities  
with much-needed capital. 
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• Capital – U.S. households and corporations were sitting 
on an estimated $6.1 trillion in unrealized capital gains 
at the end of 2017. 
 

• Connect – Opportunity Zones offer a frictionless way 
for investors to dedicate all or a portion of their 
winnings to seeding the next generation of enterprise in 
distressed communities all across the country. In 
exchange, investors get a graduated series of federal tax 
incentives tied to long-term holdings. 

 

Source: EIG analysis of the Federal Reserve’s Survey of Consumer Finances  
and Financial Accounts of the United States 



A number of key characteristics differentiate Opportunity Zones from prior federal tax incentives 
for economic development. 
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 Flexibility: Low income communities come in many different shapes and sizes and all have 
different needs. This tool is capable of supporting a variety of mutually reinforcing activities 
within the same community. 

 
 Scalability: There is no statutory cap on the amount of capital that can flow into 

Opportunity Zones in any given year. As such, this tool has the potential to help fuel 
economic renewal on an national scale.  

 
 Simplicity: Opportunity Funds do not compete for fixed allocations of public sector 

financing and, as a result, do not require pre-approval of their of their investments. This 
should lower the cost, time, and risk to business transactions, and encourage broad 
participation. 



 
 

 

  

EIG brings together leading entrepreneurs, 
investors, economists, and policymakers from 
across the political spectrum to address 
America’s economic challenges. 

WEB    eig.org      EMAIL   john@eig.org 

facebook.com/EconomicInnovationGroup 
 
linkedin.com/company/economic-innovation-group 
 
twitter.com/InnovateEconomy 
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BACKGROUND 

• Created by passage of Tax Cuts and Jobs Act of 2017 

• Codified in IRC §§1400Z-1 and 1400Z-2. 

• Designed as revitalization program in economically distressed areas 

designated as Opportunity Zones. 

• Taxpayers receive preferential tax treatment through investment in 

Opportunity Zone Funds. 

• IRS will release serial future guidance clarifying many aspects of the 

program. 
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STEPS IN THE INVESTMENT PROCESS IN O-ZONE FUNDS: 

Step 1: Realize gain from any capital gain triggering event (stock, real 

estate, partnership interests or other property) - must be from a 

sale/exchange with unrelated party. 

Step 2: Invest capital gain - taxpayer creates/invests in Opportunity Zone 

 Fund within 180 days. 

Step 3: Opportunity Zone Fund invests in Opportunity Zone Property - 

 taxpayer cannot invest in property directly; all investments must be 

 through O-Zone Funds. 

Step 4: O-Zone Fund must hold 90% of its assets in O-Zone Property. 
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STEPS IN THE INVESTMENT PROCESS IN O-ZONE FUNDS: 

Step 5: If taxpayer holds its O-Zone Fund investment for 5+ years, the 

 taxpayer receives an increase to the O-Zone Fund interest basis of 

 10% of  the deferred gain. 

Step 6: If the taxpayer holds the O-Zone Fund investment for 7+ years, 

 the taxpayer receives a basis adjustment increase to the O-Zone 

 Fund investment of an additional 5% of the deferred gain. 

Step 7: On 12/31/2026, there is a “deemed disposition,” so all deferred 

 gains related to investment into the O-Zone fund ends and gain is 

 recognized. Gain is the lesser of: 
A. Original deferred gain or 

B. FMV of taxpayer; O-Zone Fund investment 

Reduced by the taxpayer’s basis in their O-Zone fund investment.
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STEPS IN THE INVESTMENT PROCESS IN O-ZONE FUNDS: 

Step 8: If taxpayer holds its O-Zone Fund investment for 10+ years, 

 taxpayer is permanently exempt from capital gains realized and 

 recognized from the sale of its O-Zone Fund investment (pertains 

 to post-acquisition gains only). 
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OPPORTUNITY ZONE PROPERTY 

Category 1- O-Zone Property 

 

̶ Tangible property, such as equipment, buildings, land. 

 

̶ During substantially all of the O-Zone Fund’s holding period of the 
property, the use of the property must be in the O-Zone. 

  



18 • August 1, 2018 18 • August 1, 2018 18 • August 1, 2018 

OPPORTUNITY ZONE PROPERTY 

Category 2 - O-Zone Stock or Partnership Interests: 
̶ Corporate stock or partnership units in a domestic operating business. 

 

̶ Substantially all of the business tangible property must be acquired by 
an unrelated party purchase after 2017 and used in the O-Zone 
during substantially all of the business’s holding period. 

Certain IRC §1397C(b) requirements must be met: 

̶ At least 50% of the business’s total gross income is derived from the 
“active conduct” of the business. §1397C(b)(2) 

 

̶ A “substantial portion” of the intangible property of such entity is used 

in the active conduct of a trade or business.  
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OPPORTUNITY ZONE PROPERTY 

Category 2 - O-Zone Stock or Partnership Interests: 

Certain IRC §1397C(b) requirements must be met (cont’d): 

 

̶ The balance sheet should not contain too much financial property that 
implies the business is more focused on investment speculation than 
economic development (less than 5% of the average aggregate 
unadjusted basis of the business’s property is attributable to 
nonqualified financial property). See §1397C(b)(8). 

 

̶ Certain businesses are expressly prohibited (e.g. golf course, country 
club, massage parlor, hot tub facility, suntan facility, racetrack, 
gambling facility, sale of alcohol for off-premises consumption). 

 

  



20 • August 1, 2018 20 • August 1, 2018 20 • August 1, 2018 

SUBSTANTIAL IMPROVEMENT REQUIREMENT 

̶ O-Zone Fund has a 30-month window to improve property, and must 
invest an amount for the improvements that exceeds the acquisition 
basis of the property. 

̶ We expect the IRS to issue guidance on this requirement. 

̶ Unclear if the 30 month window for substantial improvement must 
begin upon O-Zone Fund’s acquisition of the property. 

̶ Unclear how land is substantially improved. 

̶ Various unknowns in context of operating businesses (does 
requirement apply? If so, issues if business is not tangible asset 
focused?). 
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ISSUES FOR CONSIDERATION 

1. Incremental benefit - yield enhancement. 

2. Perishability of the incentive. 

3. State law conformity - some states explicitly decouple from the IRC 
§1400 series. 

4. Who is the taxpayer - this is an issue when S Corporations and 
partnerships sell property at a gain for purposes of investment in O-
Zone Funds.  Can the shareholder/partner elect to defer gains, or 
must the entity elect? 

5. What gains are eligible for deferral? 

6. Mixed Fund investments – funds not from deferred gains are treated 
as an investment separate from the deferred gain investment in the 
O Fund. 

Query: Is a partner’s share of debt a separate investment?  
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RENTAL REAL ESTATE ILLUSTRATION 
  

Multi-tenant Office Building with the 
following characteristics: 
• Land < 15% cost of tangible property 
• Construction loan/mini perm 
• Twelve month construction period 
• Ten year hold 
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ISSUES TO NAVIGATE 

  • Debt 

̶ Treatment of allocable property level debt 

̶ Treatment of refinance proceeds 

• Ability to deduct tax losses 

• Distribution of operating cash flow 

• Ownership Entity – LLCs allowable? 

• Related party test - limits 

• Substantial improvement – how to measure the 100%  

• Residential Rental 

• Structure of Exit 
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OPERATING BUSINESS ILLUSTRATION 
  Indoor agriculture “franchise” scenario with 

the following characteristics 
• Technology company “hub” – individual 

location “spoke” – bottling plant model 
• Option A – license model – exit with local 

buyer – fees paid out to hub. 
• Option B - JV model – 75% / 25% for hub and 

spoke respectively – exit is purchase by hub 
entity at EBITDA multiple. 

• $3M equity – likely all equity financing with 
novel technology and business model. 

• Multiple locations – real estate platform 
reliance. 

• Fund structure -multi investor and multi 
asset fund with active “trading.” 

• Hold period driven by EBITDA growth. 
• Assuming 10-year hold – 850 BPs in yield 

enhancement predicated on risky asset 
performance (hence higher than above). 
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ISSUES TO NAVIGATE 

  
 

• Start-up vs. expansion 

• Fund structure and timing 

• Substantial improvement 

• Related party 

• Inside / outside basis  

• Ability to deduct tax losses 

• Distribution of operating cash flows 

• Structure of exit 
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Investor 
(Capital Gain) 

PROJECT A: 30%  of Total Equity in Partnership of a QOZ CRE 

OWNERSHIP 

COMPANY B: 100% QOZ Equity Investment 
(Preferred/Common, Ownership Units) 

PROJECT C: 100% Equity in Partnership of QOZ CRE 

INVESTMENT EXAMPLES 

Autonomous 
Vehicle  
Startup 

OZ Fund 

Company 
Stock 
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Qualified Investment Examples 

Real  
Estate 

PROJECT B: 100% Equity in Partnership of QOZ 

COMPANY A: 50% QOZ Equity Investment 
(Preferred/Common, Ownership Units) 

PROJECT D: 75% of Total Equity in Partnership of QOZ CRE 

COMPANY C: 100% QOZ Equity Investment 
(Preferred/Common, Ownership Units) 

COMPANY D: 10% QOZ Equity Investment  
(Preferred/Common, Ownership Units) 

Single Asset 
Real Estate 
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Qualified Investment Examples 

ProtectMe   
 Hot CyberTech 

Company 

YEAR 1 YEAR 5 YEAR 7 YEAR 0 

INVESTMENT OF $1M 

SERIES  A PFD 

5% OWNERSHIP 

$10,119,700 Value  
  $9,000,000 Capital Gain - Tax Exempt 

  $1,000,000 Initial Investment 

      $88,200 Tax Deferral Benefit 

      $31,500 Capital Gain - Tax Exempt (15%) 

  

YEAR 10 

ASR makes $200M cash offer 
$10M   Value ( $200M *5%) 

SCENARIO 1:  

$1M Series A investment into ProtectMe, at a $20M 

valuation, 5% ownership, 10X return in year 10.* 

* This scenario is for illustration 
purposes only. Consult tax, legal 
and accounting before investing  

 Pay Deferred 
Taxes  

$178,000 
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SCENARIO 1:  
$1M Series A investment into ProtectMe, $20M valuation, 5% ownership, 10X return in year 10.* 

OZ Net Benefit - $3,878,700 
         ($10,119,700 - $6,241,000) 
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* This scenario is for illustration 
purposes only. Consult tax, legal 
and accounting before investing  

Qualified Investment Examples 

YEAR 1 YEAR 5 YEAR 7 YEAR 0 

OZ 
NOZ 

Pre-Tax  

$7,900,000 

YEAR 10 

OZ 

NOZ 

$9,000,000 Capital Gain - Tax Exempt 

$1,000,000 Initial Investment 

     $88,200 Tax Deferral Benefit 

     $31,500 Capital Gain - Tax Exempt (15%) 

  

OZ VS. NOZ 

$790,000 
$1,000,000 

Net Value 

$6,241,000 

$10,119,700 

$10,119,700 Value 

TAXES 
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SCENARIO 2:  
$5M OZ Investment + $15M Debt into Real Estate Project, $50M Buyout in year 10.* 
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Qualified Investment Examples 

YEAR 7 YEAR 5 YEAR 1 YEAR 0 YEAR 10 

OZ  Project Value - $20,000,000 

  $5,000,000 Equity 

$15,000,000 Debt  

 

 $30,000,000 Capital Gain - Tax Exempt 

   $5,000,000 Initial Investment 

 $15,000,000 Debt 

      $441,000 Tax Deferral Benefit 

      $157,500 Capital Gain - Tax Exempt (15%)  

$50,598,500 Value 

* This scenario is for illustration 
purposes only. Consult tax, legal 
and accounting before investing  

OZ  Project Value - $50,598,500 

  $35,598,500 Equity 

 $15,000,000 Debt  

54 

Equity Value 
 $35,598,500   
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SCENARIO 2:  
$5M OZ Investment + $15M Debt into Real Estate Project, $50M Buyout in year 10.* 
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Qualified Investment Examples 

YEAR 7 YEAR 5 YEAR 1 YEAR 0 

NOZ - $20,000,000 

$3,950,000 Equity 

$16,050,000 Debt  

 

YEAR 10 

OZ - $20,000,000 

  $5,000,000 Equity 

$15,000,000 Debt  

 

Net Value 

$27,650,000  

 $30,000,000 Capital Gain - Tax Exempt 

   $5,000,000 Initial Investment 

 $15,000,000 Debt 

      $441,000 Tax Deferral Benefit 

      $157,500 Capital Gain – Tax Exempt (15%)  

$50,598,500 Value 

* This scenario is for illustration 
purposes only. Consult tax, legal 
and accounting before investing  

OZ 
Project Value 

$50,598,500 

NOZ 
Project Value 

$50,000,000 

OZ VS. NOZ 

Net Benefit – $7,948,500 
 ($35,598,500 - $27,650,00) 

 

Equity Value 

$33,950,500  

TAXES 

Equity Value 

 $35,598,500   
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Panel Discussion  


